there was no legislation that expanded products banks were allowed to offer -Growth in commercial paper market and decline in demand for loans from investment grade customers -Enhanced disclosure of information regarding creditworthiness and growing importance of credit rating agencies 4. Globalization allowed foreign banks to enter the U.S. market and offer products that were off-limits to domestic banks -Lower capital standards enabled some foreign banks to undercut U.S. competitors -Era of fixed exchange rates ended in 1971
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Final conditions for the risk management revolution
Increased macroeconomic volatility together with globalization and deregulation increased the importance of understanding and managing financial risk Did he pay/receive a good price or a bad price for the bonds be bought/sold?
What is the correct way to think about the performance of the trader? Should his performance be evaluated relative to the market or against an absolute benchmark?
What is the correct way to determine compensation for the trader?
What is the correct way to think about the performance of the department and the bank?
Introduction of risk into financial decision making
Three well-established principles in modern finance, but these principles had never been integrated and applied to financial decision making:
1. By taking a position-that is, by buying bonds-the trader brought risk into the bank and used the bank's capital 2. The only reason to take risk is to earn a return; furthermore, the higher the risk, the higher the expected return 3. To justify the use of shareholders capital, the traders expectation for return must be consistent with the minimum return for similar risks required by shareholders Using these principles it is possible to relate individual transactions to the use of the bank's capital and the interest of the bank's shareholders 
Application of RAROC to lending products
Obstacles that had to be addressed:
-Accounting practices and rules -Regulatory views and practices -Illiquidity; absence of market prices -Corporate culture and politics
Approach taken:
-Rely on credit officers to provide an internal rating to all borrowers/obligors -Use observable volatility of corporate bond spreads to infer the volatility of corporate loans with the same rating -Calculate risk capital on the basis of risk amount (loan equivalent amount), credit duration, and price volatility of the borrower's rating category Approach was revolutionary; heretical to some -Avoided fair valuing loans; translated credit risk into market risk and calculated risk capital based on a standard market risk approach -Enabled BT to compare the risk of lending products to trading products Shift from historical (non-parametric) to distribution-based (parametric) approach -Redefine risk as maximum loss that might be expected to occur 1) over a defined period, and 2) at a specified confidence interval -Incorporate correlations -Approach now widely known as VaR; BT developed and adopted it in late 1970s Basel Accord (1988) accepted the general concept of risk capital, but differed from Bankers Trusts practices in two significant ways:* 1. Calculation of capital for lending products did not consider differential risk factors for different obligor credit ratings 2. Market risk capital was omitted for fear it was "too complex"
"All major banks today use some variant of RAROC and economic capital in their business. No bank that has ever adopted RAROC and economic capital has ever dismantled it." --John Drzik, Oliver Wyman
* These differences were eliminated over time. Market risk was incorporated into the Accord in January 1996.
Differentiated risk factors for credit risk were introduced as part of Basel (2007) .
Application of RAROC in Bankers Trust

RAROC as competitive tool and guide evolution of the firm
Corporate lending -Generated low returns; poor use of the bank's capital -Move from "buy and hold" model of lending to "underwrite and distribute" -Loan sales and the development of secondary loan market -Developed leveraged loan business -Largest underwriter of loans for leveraged buy-out financing although it had less capital than its largest competitors -Reduced lending to investment grade customers-i.e., commitments, letters of credit -Pioneer in loan portfolio management
RAROC as a competitive tool
From "back office" processing to PROFITCo -Application of RAROC required that revenue be attributed to specific risks; suggested that transaction processing be organized as a separate business unit -Traditionally, "back office" processing was an appendage to lending relationships -In 1985, Bankers Trust brought all client processing activities into one business unit and created PROFITCo -Gave managers control over cost, pricing product design, and delivery -Made the "back office" into a business -Encouraged oversight of operational risk and settlement risk -Required that loan officers re-conceptualize their jobs -from "relationship managers" to "underwriters"
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RAROC as a competitive tool
Capital management -Using RAROC, Bankers Trust assessed the risk-adjusted performance of all existing business units new business proposals -Redeployed capital from businesses that earn low risk-adjusted returns to businesses that earn high risk-adjusted returns
Architect of the modern use of derivatives -No product fit BT's overall strategy better that derivatives -First application of modern derivatives was in managing interest rate risk -Movement from "back-to-back" transactions to risk managing an aggregate book -Other derivative products pioneered by Bankers Trust: "exotic" options, equity derivatives, commodity derivatives, insurance derivatives, credit derivatives
Innovation & reputation risk
Innovation is engine that drives economic growth and accumulation of wealth -Innovation carries great return for the innovating firm; it also carries great risk -Innovation risk arises from the same characteristic that creates reward for the innovating firm -the newness of the innovation Bankers Trust encountered innovation risk in its leveraged derivatives business in the mid-1990s
Customer complaints led to an 18-month investigation by an independent counsel -"Bankers Trust, as an institution, never acted in reckless disregard of any of its duties" -". . . certain individuals [engaged] 
Transformation of a corporate culture
Experience of Bankers Trust between the mid 1970s and mid 1990s is often studied as an example of a successful corporate transformation -from a struggling, full-service bank into a dynamic, well-capitalized wholesale financial institution -most profitable U. S commercial bank: 1986-95 Bankers Trusts' contributions in the development of objective, analytical tools that enabled the industry to -quantify and include risk in financial decision making -learn from the market, adapt to the market, and deliver market solutions to its customers These developments coincided with the deregulation of the banking industry and its transformation from a quasi-utility into a competitive business operating in open markets
There is no single, widely accepted approach for transforming a corporationbut all agree such transformations are difficult . . . there is nothing more difficult to carry out, nor more doubtful of success, nor more dangerous to handle, than to initiate a new order of things. For the reformer has enemies in all those who profit from the old order, and only lukewarm defenders in all those who would profit from the new order, this lukewarmness arriving partly from the fear of their adversaries, who have the laws in their favor; and partly from incredulity of mankind, who do not truly believe in anything new until they have had an actual experience in it. Thus it arises that on every opportunity for attacking the reformer, the opponents do so with the zeal of partisans, the others only defend him halfheartedly, so that between them he runs great danger.
The Prince
Nicolo Machiavelli, circa. 1505
